Amazon.com

“Amazon can be one of the most successful companies all over the world. Risks are big, but profitability can be also big”

Morgan Stanley Dean Witter

Introduction

Amazon.Com is a leading online retailer company, offering for sale different items such as books, music, DVDs, videos, toys, electronics, software, video games and home improvement products serving almost 22.5 million customers over 150 different countries. This company was founded in July 1995 by Jeff Bezos in the state of Washington USA. Jeff Bezos now 37 years old, received his BS in Electrical Engineering and Computer Science from Princeton University. His professional career started at Bankers Trust Company in 1988, where he became Vice President in February 1990. At the end of the same year he moved to D.E. Shaw & Co. a Wall Street investment firm, becoming Senior Vice President in 1992. In those early years for the Internet retail business, Mr. Bezos noticed an important opportunity on the online commerce. He made a list of possible products that could be sold on line, including books, magazines, music, among others and finally he decided to start selling books. The main reasons of his choice were because there are more books to sell than music titles and also because the book publishing industry is more accessible than the music industry, mainly controlled by half a dozen of big record companies. With a dream in hand he quitted his job in June 1994 and moved to the West, choosing Seattle as starting point because its proximity to a major book distributor, Ingram’s Warehouse in Oregon. This is how the company that took its name from the river with the biggest water flow of the world started in a garage downtown Seattle with four employees, to be the biggest flow of e-commerce book retail.

Products and Services

Amazon.com business is in some sense simpler than the usual book retailer firm. No investment in costly point of sales, small inventories, better client support, no long cues to pay or return books,… These are some of the advantages with respect to the “real world” commerce activities. In addition to this, customers can search at home a database of millions books, CD’s, DVDs, videos, software, video games, lawn products and even a pan for your kitchen. If you find the item you want, just add it to the shopping cart and then is needed to fill out an online form to specify the type of payment, shipment characteristics and even if it’s a gift, the type and color of wrapping paper. Also today it is possible to access used and collectible items through their zShops and Amazon Commerce Network (ACN)
 or going to Amazon Auctions or sothebys.amazon.com.

The first of the products offered by Amazon.com were books, as we early noted, starting in July 1995. Then music and DVD/Video were added in 1998. In March 1999, they introduced Amazon.com Auctions including today sothebys.amazon.com and zShops. Other retailing businesses in development are electronics, toys, home improvement, software and video games (see Figure-1). This broader spectrum of products and services is related with the company goal of being the most customer-centric firm where customers can find and buy anything they may want on line.

 Figure-1: Amazon.com Product and Services Launch Date
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Industry and Growth Policy Overview

Amazon.com is rated as a company in the Internet software and services industry into the technology sector. The most important competitors for Amazon.com are E-Bay (on-line auctions and retail sales), Barnes and Noble (books sales and other products) and CDnow (on-line music retailer).  In general, financial results for the Internet Company’s sector are like Amazon’s with some exceptions
. One of the main characteristics of this sector is that almost all companies show strong revenues and increasing losses. 

Since 1998, Amazon.com started an aggressive expansion policy sustained by the extraordinary amount of resources obtained from the huge market capitalization of the company. This situation allowed Amazon.com to acquire several small and medium Internet companies in order to support the process of forming a technological and customer base for future operations. In the US market the most important variable of growth has been the introduction of several new products and services beyond the typical sales of books, videos and music. This couples with the company goal of being the place where customers can search and buy anything they may want in the Internet. 

The company’s international expansion has been also very important in the recent years. The first international Web Site of Amazon.com was launched simultaneously in Germany and United Kingdom in October 1998. These two Internet sites are positioned as number one sites of Internet sales in their respective countries. Recently, two new Web Sites were launched in France (August 31, 2000) and Japan (November 01, 2000). This process of international growth is expected to continue opening new Web Sites or arranging partnerships with local providers. 

The E-Commerce Accounting

With Internet a new economy started to grow, the cyber economy or simply e-commerce. This technological revolution is changing the old paradigms about the workings of economics and furthermore our life styles. As happened in the early years of the Industrial Revolution, some firms made a protagonist role in showing the wealth and power of this “revolution”. Today the history seems to return to a new starting point but we must be aware that new changes in the economic structure have important costs of reallocation and assimilation that are particularly important in the early stages where we are right now (See Figure-2). One of these firms leading the e-commerce business revolution today is Amazon.com. But what is behind this prosperous firm in the stock market? It is so productive and profitable as the tradional firms? What are the rules that are going to follow the new firms compared with the older ones? Taking a look into the financial and accounting information of this firm we will answer many of these questions.

 Figure-2: Exists a Need for New Accounting Rules in the Internet economy?
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All the traditional accounting and financial analysis at least from the investor’s point of view is mainly focused on a strong profit account, low debt, liquidity, assets turnover and so on. What we may think about investing in a company that have increasing losses since quoted from the first time that completely eroded the shareholder’s equity. Well, the answer in the old-economy would have been a clear no! But today the new e-commerce has these notable differences with the past. This is not only possible but in the case of Amazon.com its share price increased 12 times in a period of one year to have a market cap of US$10.037 millions today. Why this happens? An answer can be that investors didn’t see the losses but they believe in the future potential of the e-commerce. Then their bet for Amazon.com was based on what the company represents and not for what it really is.  But we may also think that since we are in the new-economy field, no rules have been clearly settled and therefore we can have the new family member of accounting, the cyber-economy creative accounting.

E-Commerce Profit and Loss Account

To understand the structure of profit and loss accounts from Dot-Com companies as Amazon.com, we just have to see the main characteristics of e-commerce. The new economy is based in technology and marketing. The competition in Internet is mainly based on a strong technological platform able to maintain the business “on the air” and aggressive marketing promotions to create a brand name and let the Internet users to know your business. The rest is intermediation of products and services, nothing is produced as the old conception of the firm. 

Amazon.com in this aspect has followed the strategy to develop specialized software unique in their business and license or acquire commercially developed technology for other applications in case of needing it. They have developed some e-commerce innovation such as 1-Click technology
, friendly user search and browse features, secure payment personalized shopping services and wireless access to their stores. The marketing policy is focused to strength the Amazon.com brand name, increase customers traffic to their web pages and build customer loyalty based on repeated buys. As we can see in Figure-3 and also analyzed more in detail on the following lines, the force pushing up Amazon.com comes from net sales, expenses in marketing, technology and in recent years the depreciation of goodwill represents the most important operational expenses
.

Net sales
: The value of net sales is calculated including the sales price of products sold, less returns and promotional gift certificates, including as well outbound shipping costs charged to customers. In addition to this, net sales includes Amazon Commerce Network (ACN) revenues and commissions from auctions and zShops transactions. Net sales in average from 1995 to June 2000 are 594 millions of US dollars. The reported net sales at the end of September-2000 are 1.789 millions of US dollars. Expected growth in net sales in year 2000 is due to the increase in units sold due to the expansion in the customer base, repeated purchases from existing customers and the introduction of new products and services. At the end of June-2000, the number of customer accounts reached 22.5 million, representing an increase in 110 percent compared to the same date in 1999. Expected net sales at the end of 4Q 2000 are between 950 million and 1.05 billion of US dollars, for 2001 the expected yearly growth in sales is between 321 and 280 percent. As can be seen in Figure-4, the annual change in sales has been decreasing steadily year by year. They are betting that the introduced new line of products is going to oxygenate net sales during 2001 in order to get the announced growth of 50% per year.

Figure-3: Amazon.com Profit and Loss Account. June-2000 Dec-99 to Dec-95
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Net sales 1 16 148 610 1640 1152

Cost of sales  0 12 119 476 1349 888

Gross profit 0 3 29 134 291 264

Marketing and sales  0 6 40 133 413 270

Technology and content 0 0 13 46 160 128

Product development 0 2 0 0 0 0

General and administrative  0 1 7 16 70 55

Amortization of goodwill  - - - 43 215 163

Merger, acquisitions - - - 4 8 4

Loss from operations 0 -6 -33 -109 -606 -378

Interest income  0 0 2 14 45 20

Interest expense  - - 0 -27 -85 -61

Other income (expense), net - - - - 2 -8

Net interest income (expense) 0 0 2 -13 -37 -49

Net loss  0 -6 -31 -125 -720 -626


Figure-4: Amazon.com Change in Net Sales
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Cost of sales and gross profit: The cost of sales consist in the cost of merchandises sold to customers, inbound and outbound shipping costs and the cost of supplies to package products in order to be shipped. Even though this is the technical formula provided by Amazon.com, in year 1999 to the cost of sales was added an inventory-related charge of approximately US$ 39 million. The proportion between cost of sales and net sales have been during the period 1995-2000 around 80 percent, which leave us with a gross margin of 20% in net sales. 

figure-5: Amazon.com Structure of Net Sales and Cost of Sales (%)
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It is important to note that earnings from ACN are expected to increase in coming years, but the income received from this area does not include only cash. This amount includes also equity securities of public and private companies that represent 61 percent of the total. In addition, the majority of cash comes from an inventory sale. 

Segment information: As we can appreciate in Figure-6, there are considered three main segments: US Music and DVD/Video, where it is included all sales on this segment only for the United States Territory. International, includes all sales from abroad
 and finally Early-Stage Business, includes income from early stage products and services in the US territory
.

Figure-6: Amazon.com segment profit and loss. June years 00-99

[image: image6.emf]NET SALES GROSS PROFIT SEGMENT LOSS

US MUSIC AND DVD/VIDEO 68% 64% -4.3%

INTERNATIONAL 13% 12% 33%

EARLY-STAGE BUSINESSES 19% 23% 71%

CONSOLIDATED 100% 100% 100%

NET SALES GROSS PROFIT SEGMENT LOSS

US MUSIC AND DVD/VIDEO 90% 91% 14%

INTERNATIONAL 9% 9% 31%

EARLY-STAGE BUSINESSES 1% 0% 55%

CONSOLIDATED 100% 100% 100%

SIX MONTHS ENDED JUNE 30 2000

SIX MONTHS ENDED JUNE 30 1999


Operating Expenses: The negative effect of operating expenses on gross margin, especially in the case of marketing, goodwill and technology is particularly important.  Marketing expenses include advertising and fulfillment costs. The first one represents expenses devoted to promotions and public relations. Fulfillment costs represent those expenses in operating and staffing distribution and customer services centers, including costs of receiving, inspecting and maintaining inventories plus the preparation of customers orders. From a total of US$ 270 million of marketing expenses at the end of June-2000, 70 percent came from fulfillment costs and the remaining from advertising. Marketing costs represented in average from 1995 to 1999 almost 50 percent of total operating expenses
. Technology and content expenses consist of payrolls and related expenses for development of systems and consultants. General and administrative expenses consist of payroll and other expenses for executives, finance and administrative personnel and other corporate expenses. 

The last account considered in our analysis of operational costs is depreciation of goodwill and merger acquisition costs. These accounts appeared for the first time in 1998 when Amazon.com acquired three Internet companies. This acquisition process became even more important during 1999 and 2000 and is expected to continue growing thus the depreciation of goodwill. As can be appreciated in Figure-7, marketing expenses represent 42 percent of the total, followed by depreciation of goodwill (25%), technology (20%) and general and administrative (8%).

Figure-7: Amazon.com Structure of Operational Costs (%)
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Deducting from gross profit the amount of total operational expenses we can obtain the profit or loss from operations, which for the case of Amazon is a loss and increasing each year. Now the question that may come to our minds is the following. Are these losses completely “real” or is there something to deal with the accounting methods? Probably the problem is that we are measuring a new economy firm with and old fashion rule. For example, when a company builds a factory the accountants never include the total cost as an expense for the first year. Usually, this is capitalized over the expected useful life of the factory. In Dot-Com companies what we have is that all costs of building their factories are recorded as expenses for that year. Other important expenses that we have seen such R&D, advertising and marketing (almost 72% of total expenses in the case of Amazon.com) are expenses that for an old economy firm should be fine to account for them in the same year. But in the case of an Internet company these are expenses that will influence the future of the business in a particular way, totally different than in the old economy firms. For example, let’s consider Amazon.com expenses in marketing & technology and simulate four different scenarios. Escenario-1: assumes the original values, escenario-2 assumes three years of useful life for these expenses, escenario-3 assumes five years of useful life for these expenses. And finally escenario-4 assumption is the necessary number of years to make average profits for the years 1995-2000 zero
. Now the profits completely change. As we see in Figure-8 Amazon.com would have had positive profits from 1995 to 1998 starting to decline from 1999 when the company made an important investment in acquire several Internet companies.

Figure-8: Amazon.com Change in Profits with a Different Accounting Approach
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Depending on how we want to approach this issue we will end up with different conclusions about the accounting in Internet companies.  But we will see that some of these conclusions are indeed important to show fair results about the economic situation of the firm.

According to the present accounting rules, it is forecasted that Amazon.com will continue to have losses in the coming years because of the marketing expenses and the introduction in new markets. By the end of the year 2000, the expected losses are 427 million dollars. These losses will be higher than the amount forecasted because there has been less sales in the segments with more gross margin. By other hand, in the lasts months of the year 2000, Amazon.com has sent a lot of products without charging the mailing cost to the customers. In the next future, a key success factor will be the increase in segments with more gross margin, like electronic products, for example.

Amazon’s Balance Sheet

The company assets structure is strong in current assets, representing 66 percent
 of the total. At the end of June 30 2000 the total assets position of Amazon.com reached US$ 2,461 million (see Figure-9). Inventories represent 7 percent of total assets, the annual variation in inventories has been always positive except for the results of year 2000. In the first quarter 2000 inventories decreased in 22% respect to Dec-99, second quarter 2000 showed the same inventory volume than 1Q-00 of US$172 million, third quarter 2000 present a another reduction of US$ 6 million. In addition, Amazon.com is now in expansion process opening new cyber-branches in France and Japan and including new items on its product list.

Figure-9: Amazon.com Assets. June-2000 December 1999-96
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Cash and cash equivalents  6 110 72 133 720

Marketable securities (Short Term Inv.) - 15 302 573 187

Inventories 1 9 30 221 172

Prepaid expenses and other current assets 0 3 21 85 87

Total current assets  7 137 424 1,012 1,167

Fixed assets, net  1 9 30 318 344

Goodwill Net - - 174 535 441

Other purchased intangibles, net - - 5 195 156

Investments in equity-method investees - - 8 227 212

Other investments - - - 145 88

Total assets 8 149 648 2,472 2,461


On the fixed assets side the company has been following an aggressive policy of acquiring small Internet companies. Starting in 1998, Amazon.com acquired four Internet companies, in 1999 six new more companies where added. Amazon.com has also a strategic participation in Dot-Com companies of about 20 to 50 percent of the total shares, in order to exercise significant influence, but not control in about ten firms.

Liability structure has been substantially changing since 1996. At the end of this year didn’t exist any long-term debt (see Figure-10). In 1997, long-term debt represented 67 percent of total, three years after this proportion increased to 78 percent of total. 

On February 2000, the company completed an Euro-bond emission for the amount of 690 millions of Euros due in 2010. Interests on this Eurobond are payable annually starting in February 2001. The Euro-bond issue was completely successful and the company received an important amount of fresh cash. 

This year, Amazon.com made a press release where stated that the Securities and Exchange Commission has started an informal inquire about accounting practices and “disclosure” issues. The reason is because on the prospectus for the Euro-bond emission Amazon.com highlighted extraordinary benefits from e-commerce partner’s relationships but later on explained that most of that income will be in form of shares and not cash. Therefore investors received a misleading information about the real situation of the company.
Figure-10: Amazon.com liabilities and equity. June-2000 Dec. 1999-96
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Accounts payable  3 33 113 463 286

Accrued expenses 0 0 34 126 147

Deferred revenue 0 0 - 55 116

Interest payable 0 0 0 25 41

Current portion of long-term debt  - 2 1 14 18

Total current liabilities 5 44 162 739 608

Long-term portion of debt  - 77 348 1,466 2,132

Total Debt 5 121 510 2,205 2,739

Stockholders' Equity:

Issued and outstanding shares -1- 0 0 3 3 4

Additional paid-in capital  10 64 299 1,196 1,336

Stock based compensation 0 0 (2)  (48)  (25) 

Accumulated income (loss) 0 0 2 (2)  (85) 

Accumulated deficit  (6)  (34)  (162)  (882)  (1,508) 

Total stockholders' equity 3 28 139 266 (278) 

Total liabilities and equity  8 149 648 2,472 2,461


According to an analyst
, Amazon doesn’t need more cash, because it is not necessary to change the business model. Amazon only needs to continue growing and be more efficient. This analyst believes that Amazon has cash enough until the year 2003. In Figure-11 a cash flow statement is provided.

Figure-11: Amazon.com Cash and Short Term Investments. Sep-March 2000 Dec 1999-98

[image: image11.emf]Sep-00 Jun-00* Mar-00 Dec-99 Dec-98

Cash and equivalents -beginning of period- 720 133 117 26 2

Net loss (241)  (626)  (308)  (720)  (125) 

Net cash used in operating activities (4)  (391)  (321)  (91)  31

Net cash provided (use in) investing activities (20)  287 (394)  (922)  (262) 

Net cash provided by financing activities 1 691 681 1,104 254

Effect of exchange rate changes (51)  0 0 0 (0) 

Net increase in cash and cash equivalents (73)  587 (33)  92 24

Cash and equivalents -end of period- 647 720 84 117 26

Sep-00 Jun-00 Mar-00 Dec-99 Dec-98

Marketable securities (Short Term Inv.) 253 187 925 573 302


(*) Cash at the beginning of the period does not coincide with cash at the end of the last period because a change in accounting principle. (Very creative…!)

Stock Market Performance

Probably never in the history of financial markets a company has shown such an important market capitalization in shorter time as Amazon.com but at the same time exhibiting so controversial tints. This stock is indeed an “experiment” about the Dot.com Industry, an industry that never has made a single dollar in profits and has ever-increasing revenues. The eyes of investors are following carefully the results and if Amazon.com experiment fails the possibility of a new trend in stock markets will be flawed too. In Amazon.com case as in many others stocks in Wall Street, market analysts of important firms have a determinant role generating expectations in the market related to buy or not a stock. Probably the Amazon.com euphoria after the IPO (public offering of shares) in 1997 was in part generated by these analysts that didn’t want to lose the bus, and bet not in Amazon, but in the potential force of the e-commerce industry. We can divide the short history of Amazon.com as a public company in four stages (see Figure-12).   

Figure-12: Amazon.com Stock Market Evolution and Causes
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In the first stage markets are assimilating the importance of investing in Amazon.com as leader company representing the e-commerce. In the second stage there is a Boom in the stock market and the share price rocketed during that year. In the third stage the stock is in a moment of relatively inactivity and uncertainty, it is to early to account for results in early stage business and other acquisitions.  Stage four, the aggressive acquisitions process and other investments start to erode the company’s credit position and to create future cash flow fragility. Some investments appear not to be as profitable as expected. The excuse of losses since the beginning of operations is not enough for investors to see a deteriorated financial position. The result as we can see in Figure-13 is a loss of confidence from investors and therefore the steadily decline in the stock price since the beginning of year 2000
. 

Figure-13: Amazon.com share price evolution
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Figure-14: Amazon.com  selected financial ratios. Jun 2000 Dec 1999-98

	
	1997
	1998
	1999
	2000

	Liquidity Ratios
	
	
	
	

	Liquidity (Current assets/Current liabilities)
	3.13
	2.63
	1.37
	1.92

	Acid test (Cash/Current liabilities)
	2.51
	0.44
	0.18
	1.19

	Debt Ratios
	
	
	
	

	Debt quality (Current liabilities/Total debt)
	0.36
	0.32
	0.34
	0.22

	Debt quantity (Total debt/Total debt + Equity)
	0.81
	0.79
	0.89
	1.11

	Debt cost (Interest/Total debt)
	0.00
	0.00
	0.01
	0.02

	Debt/Equity
	4.23
	3.67
	8.28
	-9.84

	Assets Management
	
	
	
	

	Asset turnover (Sales/Assets)
	0.99
	0.94
	0.66
	0.94

	Fixed assets turnover (Sales/Fixed assets)
	15.95
	20.47
	5.16
	6.70

	Current-assets turnover (Sales/Current assets)
	1.08
	1.44
	1.62
	1.97

	Expenses
	
	
	
	

	Cost of sales/Total sales
	0.81
	0.78
	0.82
	0.77

	Marketing and Technology/Total sales
	0.36
	0.29
	0.35
	0.35

	Total expenses/Total sales
	0.42
	0.40
	0.55
	0.56

	Margin and Profitability
	
	
	
	

	ROS Return on sales (Loss/sales)
	-21%
	-20%
	-44%
	-54%

	ROE Return on equity (Loss/equity)
	-109%
	-90%
	-270%
	272%

	ROI Return on investments (EBIT/Assets)
	-22%
	-17%
	-25%
	-31%

	EPS Earnings per share (Profits/Issued shares)
	-0.12
	-0.42
	-2.20
	-1.80

	Annual Evolution
	
	
	
	

	Sales evolution ([Sales year (t)/Sales year (t-1)]-1) *100
	838.6%
	312.6%
	168.9%
	40.5%

	Debt evolution ([Debt year (t)/Debt year (t-1)]-1) * 100
	2374.7%
	322.9%
	332.6%
	24.2%

	Asset evolution ([Assets year (t)/Assets year (t-1)]-1) * 100
	1701.5%
	335.2%
	281.1%
	-0.4%

	Loss evolution ([Loss year (t)/loss year (t-1)]-1) * 100
	437.0%
	301.5%
	478.1%
	73.8%


Questions for the discussion

1.What do you think about the accounting regulation of the internet companies?

2.Identify the strenghts and weaknesses of Amazon.com from the economic and financial side.

3.Would you invest in shares of Amazon.com? Why?

4.As a bank analyst: Would you give a short term loan and a long term loan to Amazon?














































� This case study has been written by Raul González, with the collaboration of Oriol Amat, Department of Economics and Business, Universitat Pompeu Fabra (Barcelona).


� ACN is the name given to the strategic associations with selected e-commerce companies. Amazon.com makes a minority investment in the companies and entry into commercial agreements that involve sale of products and services. (page 12 Amazon’s Annual report 1999) 


� For example America On-line (AOL) and Yahoo!


� 1-Click technology permits customers to access directly their accounts without having to fill out payment options and other information each time that they want to buy an item.


� This is common in all Internet companies.


� Most of the definitions and details in this section come from Amazon.com Annual Reports from 1995 to 3Q 2000.


� Calculated as increase in sales from year t-1 to t. Results for jun-00 are multiplied by two.


� The cost of sales proportions are estimated.


� Note that Amazon mainly sells books in the foreign markets and other product and services are only provided in the US. 


� See Figure-1 for product division.


� In July 2000 the Emerging Issues Task Force (EITF) of the Financial Accounting Standards Board (USA) determined that all amounts billed to a customer in a sale transaction related to shipping and handling should be classified as a revenue. Amazon.com has been following this as stated in their Annual Reports. 


� This figure does not include 3 percent from stock based compensations.


�The methodology for calculation followed is the use of goal seek to find the optimal values.  


� Calculated from the average 2000 to 1996.


� Henry Blodget from Merrill Lynch (cited in Inversión, 26-01-2001, page 15).


� It is important to note that besides all the problems of this company, financial markets are in a bad time these days influencing the decrease in almost all share prices.
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